16.402

(c) The two basic categories of incen-
tive contracts are fixed-price incentive
contracts (see 16.403 and 16.404) and
cost-reimbursement incentive con-
tracts (see 16.405). Since it is usually to
the Government’s advantage for the
contractor to assume substantial cost
responsibility and an appropriate share
of the cost risk, fixed-price incentive
contracts are preferred when contract
costs and performance requirements
are reasonably certain. Cost-reim-
bursement incentive contracts are sub-
ject to the overall limitations in 16.301
that apply to all cost-reimbursement
contracts.

(d) Award-fee contracts are a type of
incentive contract.

[48 FR 42219, Sept. 19, 1983, as amended at 62
FR 12695, Mar. 17, 1997]

16.402 Application of predetermined,
formula-type incentives.

16.402-1 Cost incentives.

(a) Most incentive contracts include
only cost incentives, which take the
form of a profit or fee adjustment for-
mula and are intended to motivate the
contractor to effectively manage costs.
No incentive contract may provide for
other incentives without also providing
a cost incentive (or constraint).

(b) Except for award-fee contracts
(see 16.404 and 16.405-2), incentive con-
tracts include a target cost, a target
profit or fee, and a profit or fee adjust-
ment formula that (within the con-
straints of a price ceiling or minimum
and maximum fee) provides that—

(1) Actual cost that meets the target
will result in the target profit or fee;

(2) Actual cost that exceeds the tar-
get will result in downward adjustment
of target profit or fee; and

(3) Actual cost that is below the tar-
get will result in upward adjustment of
target profit or fee.

[48 FR 42219, Sept. 19, 1983, as amended at 62
FR 12696, Mar. 17, 1997; 62 FR 51379, Oct. 1,
1997]

16.402-2 Performance incentives.

(a) Performance incentives may be
considered in connection with specific
product characteristics (e.g., a missile
range, an aircraft speed, an engine
thrust, or a vehicle maneuverability)
or other specific elements of the con-
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tractor’s performance. These incen-
tives should be designed to relate profit
or fee to results achieved by the con-
tractor, compared with specified tar-
gets.

(b) To the maximum extent prac-
ticable, positive and negative perform-
ance incentives shall be considered in
connection with service contracts for
performance of objectively measurable
tasks when quality of performance is
critical and incentives are likely to
motivate the contractor.

(c) Technical performance incentives
may be particularly appropriate in
major systems contracts, both in devel-
opment (when performance objectives
are known and the fabrication of proto-
types for test and evaluation is re-
quired) and in production (if improved
performance is attainable and highly
desirable to the Government).

(d) Technical performance incentives
may involve a variety of specific char-
acteristics that contribute to the over-
all performance of the end item. Ac-
cordingly, the incentives on individual
technical characteristics must be bal-
anced so that no one of them is exag-
gerated to the detriment of the overall
performance of the end item.

(e) Performance tests and/or assess-
ments of work performance are gen-
erally essential in order to determine
the degree of attainment of perform-
ance targets. Therefore, the contract
must be as specific as possible in estab-
lishing test criteria (such as testing
conditions, instrumentation precision,
and data interpretation) and perform-
ance standards (such as the quality lev-
els of services to be provided).

(f) Because performance incentives
present complex problems in contract
administration, the contracting officer
should negotiate them in full coordina-
tion with Government engineering and
pricing specialists.

(g) It is essential that the Govern-
ment and contractor agree explicitly
on the effect that contract changes
(e.g., pursuant to the Changes clause)
will have on performance incentives.

(h) The contracting officer must ex-
ercise care, in establishing perform-
ance criteria, to recognize that the
contractor should not be rewarded or
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penalized for attainments of Govern-
ment-furnished components.

[48 FR 42219, Sept. 19, 1983, as amended at 62
FR 44815, Aug. 22, 1997]

16.402-3 Delivery incentives.

(a) Delivery incentives should be con-
sidered when improvement from a re-
quired delivery schedule is a signifi-
cant Government objective. It is im-
portant to determine the Government’s
primary objectives in a given contract
(e.g., earliest possible delivery or ear-
liest quantity production).

(b) Incentive arrangements on deliv-
ery should specify the application of
the reward-penalty structure in the
event of Government-caused delays or
other delays beyond the control, and
without the fault or negligence, of the
contractor or subcontractor.

16.402-4 Structuring
tive contracts.

A properly structured multiple-in-
centive arrangement should—

(a) Motivate the contractor to strive
for outstanding results in all incentive
areas; and

(b) Compel trade-off decisions among
the incentive areas, consistent with
the Government’s overall objectives for
the acquisition. Because of the inter-
dependency of the Government’s cost,
the technical performance, and the de-
livery goals, a contract that empha-
sizes only one of the goals may jeop-
ardize control over the others. Because
outstanding results may not be attain-
able for each of the incentive areas, all
multiple-incentive contracts must in-
clude a cost incentive (or constraint)
that operates to preclude rewarding a
contractor for superior technical per-
formance or delivery results when the
cost of those results outweighs their
value to the Government.

multiple-incen-

16.403 Fixed-price incentive contracts.

(a) Description. A fixed-price incen-
tive contract is a fixed-price contract
that provides for adjusting profit and
establishing the final contract price by
application of a formula based on the
relationship of total final negotiated
cost to total target cost. The final
price is subject to a price ceiling, nego-
tiated at the outset. The two forms of
fixed-price incentive contracts, firm

16.403-1

target and successive targets, are fur-
ther described in 16.403-1 and 16.403-2
below.

(b) Application. A fixed-price incen-
tive contract is appropriate when—

(1) A firm-fixed-price contract is not
suitable;

(2) The nature of the supplies or serv-
ices being acquired and other cir-
cumstances of the acquisition are such
that the contractor’s assumption of a
degree of cost responsibility will pro-
vide a positive profit incentive for ef-
fective cost control and performance;
and

(3) If the contract also includes in-
centives on technical performance and/
or delivery, the performance require-
ments provide a reasonable oppor-
tunity for the incentives to have a
meaningful impact on the contractor’s
management of the work.

(c) Billing prices. In fixed-price incen-
tive contracts, billing prices are estab-
lished as an interim basis for payment.
These billing prices may be adjusted,
within the ceiling limits, upon request
of either party to the contract, when it
becomes apparent that final negotiated
cost will be substantially different
from the target cost.

[48 FR 42219, Sept. 19, 1983, as amended at 59
FR 64785, Dec. 15, 1994]
(firm

16.403-1 Fixed-price incentive

target) contracts.

(a) Description. A fixed-price incen-
tive (firm target) contract specifies a
target cost, a target profit, a price ceil-
ing (but not a profit ceiling or floor),
and a profit adjustment formula. These
elements are all negotiated at the out-
set. The price ceiling is the maximum
that may be paid to the contractor, ex-
cept for any adjustment under other
contract clauses. When the contractor
completes performance, the parties ne-
gotiate the final cost, and the final
price is established by applying the for-
mula. When the final cost is less than
the target cost, application of the for-
mula results in a final profit greater
than the target profit; conversely,
when final cost is more than target
cost, application of the formula results
in a final profit less than the target
profit, or even a net loss. If the final
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